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The income-smoothing phenomenon is well documented in accounting and fmance 

literature. Although the existence of income smoothing practices have been detected 

in varying degrees across different samples, many issues relating to the practices of 

creative earnings management remain unresolved to date. However, the real danger 

is not that immoral management is busily engaged in these manipulative practices 

but the eroded confidence in the usefulness of financial accounting statements. The 

common issue of interest in previous income smoothing studies was the 

methodology or model selection used to identify the income smoothing sample 

fllll1s. Recent studies such as Albrect and Richardson (1990), Ashari et al. (1994), 

Michelson et al. (1995), and Carlson and Bathala (1997) adopted the income 

smoothing (IS) index model developed by Eckel (1981). This model is 'preferable' 

than the classical expectancy model because it mitigates the use of predicted 

earnings and the need to observe income smoothing behaviour over a long-term 

period. However, this model is unable to directly estimate the extent or amount of 
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smoothers and the direct instruments for income smoothing in firms. In addition, it 

heavily relies on several reasonable and general assumptions. Therefore, the mai
o
n 

objective of this study is to verify the direct instruments used for income smoothing. 

The discretionary accounting changes and start-up costs (pre-operating and 

preliminary expenses) were observed and tested using the expectancy model to 

ascertain the extent of smoothing behaviour. A start-up sample of 231 firms from 

the main and second board of the KLSE was analysed for presence of smoothing 

behaviour using an IS index model and expectancy model over a nine-year period 

(1990-1998). The analysis was divided into three different periods, from 1990 to 

1996, from 1997 to 1998 and from 1990 to 1998 to isolate managerial behaviour on 

smoothing during the pre-economic crisis and crisis period. The results from both 

models show higher percentage of smoothers during the crisis period. This is 

consistent with the expectation that managers have strong motivation to smooth 

income during the economic crisis period to counter the fluctuation in reported 

income. The finding also shows that the expectancy model is more appropriate to 

identify income smoothing firms during the economic crisis period. The non

parametric test was performed to determine the final sample of smoothing firms. 

These sampled firms were further analysed to determine the factors influencing 

income smoothing practices. Nine explanatory variables were tested and only three 

variables were found significant, namely, the profitability, debt financing and 

management ownership factor. The profitability and debt-financing factor have a 

negative relationship with income smoothing practices while the management 

ownership has a positive relationship. This implies that the finn with higher profit 

and greater level of debt has fewer tendencies to practice income smoothing. On the 

other hand, the manager-controlled firms are more likely to smooth income in a 
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favourable way. These results suggest that pnnclpal-agent relationship and the 

profitability of a firm have strong impact on income smoothing behaviour. 
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Disember 2001 
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Fakulti Ekonomi dan Pengurusan 

Fenomena pelicinan pendapatan adalah topik yang sering diperkatakan dalam ulasan 

karya perakaunan dan kewangan. Ia merupakan tindakan yang sengaja dilakukan 

oleh pihak pengurusan untuk mengurangkan kemudahubahan pendapatan yang 

dilaporkan. Kewujudan amalan pelicinan pendapatan ini telah dikesan dalam 

pelbagai tahap dan sampel yang berlainan tetapi isu amalan pengurusan pendapatan 

secara kreatif ini tidak berkesudahan sehingga hari ini. Pertikaian yang sering 

timbul dalam kajian-kajian lepas adalah mengenai metodologi ataupun pemilihan 

model untuk mengenalpasti sampel firma yang mengamalkan pelicinan pendapatan. 

Kajian-kajian yang terkini seperti Albrect dan Richardson ( 1 990), Ashari dan lain-

lain ( 1 994), Michelson dan lain-lain ( 1 995), dan Carlson dan Bathala ( 1 997) telah 

menggunakan indeks pelicinan pendapatan (income smoothing index) yang telah 

dibangunkan oleh Eckel ( 1 98 1 ) .  Model ini menjadi lebih popular daripada model 

klasik iaitu model jangkaan (expectancy model) kerana ia boleh mengesan amalan 

pelicinan pendapatan dalam jangka masa panjang dan dapat mengelakkan masalah 
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penggunaan pendapatan terjangka. Walau bagaimanapun, model indeks pelicinan 

pendapatan tidak dapat menganggar jumlah dan tahap amalan pelicinan pendapatan 

yang berlaku dan juga alat pelicinan pendapatan langsung yang digunakan untuk 

melicinkan pendapatan sesebuah firma. Selain daripada itu, model ini juga 

bergantung sepenuhnya kepada andaian-andaian yang umum. Untuk mengatasi 

masalah ini, ujian lanjutan telah dijalankan untuk mengenalpasti alat pelicinan 

langsung yang digunakan untuk melicinkan pendapatan. Pertukaran penggunaan 

prinsip perakaunan secara budi bicara dan penggunaan prinsip mempermodalkan 

belanja permulaan operasi telah dikenalpasti dan diuji menggunakan model jangkaan 

(expectancy model) untuk menentukan sejauh mana berlakunya amalan pelicinan 

pendapatan. Dua ratus tiga puluh satu firma daripada papan utama dan kedua telah 

disampel dan dianalisis untuk menentukan kehadiran amalan pelicinan pendapatan 

untuk jangka masa sembilan tahun ( 1990 hingga 1 998). Analisis juga dijalankan 

untuk tiga tempoh masa yang berlainan iaitu semasa ekonomi stabil dari tahun 1 990 

hingga 1 996, semasa berlakunya krisis ekonomi dari tahun 1 997 hingga 1 998 dan 

tempoh keseluruhan dari tahun 1 990 hingga 1 998 untuk melihat gelagat pihak 

pengurusan semasa tempoh biasa dan semasa berlakunya krisis ekonomi.  Keputusan 

daripada kedua-dua model menunjukkan peningkatan dalam amalan pelicinan 

pendapatan semasa berlakunya krisis ekonomi. Situasi ini adalah tekal dengan 

jangkaan bahawa pihak pengurusan lebih bermotivasi untuk melicinkan pendapatan 

semasa dalam keadaan krisis. Keputusan ini juga menunjukkan bahawa model 

jangkaan (expectancy model) adalah lebih sesuai untuk digunakan semasa 

berlakunya krisis ekonomi kerana ia dapat mengenalpasti lebih banyak amalan 

pelicinan bagi jangkamasa ini. Ujian bukan parametrik telah dilakukan untuk 

menentukan sampel firma yang benar-benar mengamalkan amalan pelicinan 
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pendapatan. Seterusnya analisis kaedah regresl logistik digunakan untuk 

menentukan faktor-faktor yang mempengaruhi amalan pelicinan pendapatan. 

Sembilan pembolehubah penjelas telah diuji tetapi hanya tiga pembolehubah sahaja 

yang signifikan. Pembolehubah-pembolehubah itu ialah nisbah keberuntungan, 

pembiayaan hutang dan pemilikan oleh pihak pengurusan. Nisbah keberuntungan 

dan pembiayaan hutang mempunyai kaitan yang negatif dengan amalan pelicinan 

pendapatan, manakala pemilikan oleh pihak pengurusan mempunyai kaitan yang 

positif. Keputusan ini mengesyorkan bahawa prinsip hubungan antara agen dan 

prinsipal dan faktor keberuntungan sesebuah firma mempunyai hubungan yang 

signifikan dengan amalan pelicinan pendapatan. 
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1 .1 Introduction 

CHAPTER 1 

BACKGROUND OF INCOME SMOOTHING 

The income smoothing phenomenon is well documented in accounting and finance 

literature. It is generally regarded as a signalling aspect of managerial behaviour 

directed at the production and communication of financial information to the pUblic. 

In other words, it is an intentional action by the management to reduce fluctuations 

in reported earnings. The existence of income smoothing practices have been 

detected in varying degrees across different samples but many issues relating to the 

practices of creative earnings management remain unresolved to date. 

1 .2 Definition of Income Smoothing 

Income smoothing can be defined as an effort to reduce fluctuations in reported 

earnings. Hepworth (19 53) was one of the earliest few to research into income 

smoothing, though he did not define income smoothing precisely, but suggested that 

managers could deliver a stable earnings stream by juggling with accounting choice. 



Beidleman (1973) defined income smoothing as an intentional dampening of 

fluctuations about some level of earnings that is currently considered to be normal 

for the firm. In this sense, income smoothing represents an attempt on the part of 

the firm's management to reduce abnormal variations in earnings to the extent 

allowed under sound accounting and management principles. Koch ( 1 98 1 )  

specifically noted that the management practices income smoothing using either the 

artificial instruments or the accounting variables, or real instruments or the 

transactional variables. 

Income smoothing can be viewed from the perspective that there must be a 

smoother, a purpose, an object and the instruments used to carry out smoothing. 

Usually, the smoother is the management and the purpose of income smoothing is to 

reduce earnings fluctuation, while the object of income smoothing is the variable of 

which the management wishes to smooth, that is the reported income numbers and 

the instruments are the accounting and transactional variables. 

Smooth income streams can occur naturally or it can be a result of manipUlation of 

reported income numbers. The latter is referred to in the literature as discretionary 

smoothing, as contrasted with non-discretionary (non-manipulative) smoothing of 

earnings. Ronen and Sadan ( 1 981)  suggested that discretionary smoothing could be 

accomplished along three dimensions; a) smoothing through events occurrence or 

recognition, b) smoothing through allocation over time and c) smoothing through 

classification (classificatory smoothing). 
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Smoothing through events occurrence or recognition or real smoothing can be 

accomplished by altering the timing of the occurrence of real transactions to achieve 

the smoothing objective. These transactions include capital asset acquisitions; 

discretionary spending on advertising, research, and maintenance; or the recognition 

of sales transactions. Timing the recognition of real transactions might be 

considered a special case of real income smoothing. For example, companies may 

delay (after shipment) or accelerate (before shipment) the recognition of sales 

transactions at year-end depending upon the dictate of the smoothing objective. Thi3 

particular means of smoothing clearly violates accepted ethical and accounting 

standards. 

Smoothing through allocation over time or artificial smoothing may be achieved by 

shifting of costs or revenues from one accounting period to another. Many specific 

actions can facilitate artificial smoothing, but generally, it is either accounting 

procedures or accounting estimates deviate from what one would regard as those 

producing the "proper" matching of income and expense items. 

Classificatory smoothing involves classification of borderline expense items 

between the ordinary and extraordinary categories to affect the reported amounts of 

ordinary income. A broad perspective of income smoothing is diagrammatically 

presented in Figure 1 . 1  (see Appendix AI). 
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1.3 Issues on the Income Concept 

Belkoui (1993) noted that income is a basic and important item of financial 

statements that has various contexts. Income is generally perceived as a basis for 

taxation, a determinant of dividend-payment policies, an investment decision

making guide and an element of prediction. 

The reported profit or income is used for computing the earnings per share, a ratio 

which is widely used as a basis for evaluating performance and valuing shares in 

business combination. The accounting income is also considered useful for control 

purposes such as the stewardship role of management. 

The concept of income from the accountants' perspective is different from that of the 

economist. Accounting income is based on the transaction approach, which places 

great emphasis on the operations or activities transacted in order to arrive at profit, 

but the economists insist on the capital maintenance approach, which takes into 

account any increment in values of assets, irrespective of whether they have been 

realised. The rationale of why this transaction approach is considered superior to 

economists' approach is because of its reliability, in terms of measuring the elements 

of revenues and expenses. 

However, the relevance of accounting income under the transaction approach has 

become controversial primarily because it cannot portray economic wealth or value. 

Recent development on this issue was the introduction of the "fair value" accounting 
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method by the European Commission (EC). Fair value is normally defined as the 

current market value of a financial instrument rather than its historic cost, i .e . the 

original purchase price. This method aims to take account of developments In 

markets (such as widespread use of so called derivatives). 

Standard setting bodies around the world such as the International Accounting 

Standards have been working to ensure the impact of these instruments are properly 

reflected in company financial statements. As for now, there is no international 

consensus that fair value accounting is appropriate in all cases. Fair value 

accounting would therefore not be permitted for balance sheet items such as fixed 

assets and certain financial instruments, such as long-term debt. 

1 .4 Financial Reporting Practices In Malaysia 

Financial reporting in Malaysia is governed by public sector legislation and private 

sector regulatory bodies. The statutes that have significant impact on financial 

reporting in Malaysia are: 

a) the Companies Act, 1 965 

b) the Income Tax Act, 1 967 

c) the Securities Commission Act, 1 993 and 

d) the Financial Reporting Act, 1 997 

Public sector legislation principally consists of statutes promulgated by the 

Parliament. Compliance with the provisions of these statutes is legally enforceable. 

Private sector bodies such as the Malaysian Institute of Accountants (MIA) do not 
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have legal power to enforce compliance. However, there are often strong deterrents 

against deviation from accepted practices. Deterrents come in the form of the Kuala 

Lumpur Stock Exchange (KLSE) Listing Requirements and the accounting 

pronouncements issued by the MIA and the Malaysian Accounting Standards Board 

(MASB). 

The Companies Ordinances (and amendments) of 1 940, 1 946 and 1 956 are the first 

documented financial reporting regulations before the independence of Mal<iysia. 

Then, in 1 965 the Malaysian Companies Act was passed to govern limited 

companies in the country. The Malaysian Companies Act 1 965 is very similar to the 

1 948 Companies Act of the United Kingdom. 

The legislation is mostly embodied in sections 1 67 to 1 7 1  in the Companies Act 

1965 and is elaborated in its Ninth Schedule. This Act together with the schedule 

specifies the reporting requirements, rules and regulations and the disclosure 

requirements in the financial statements of Malaysian companies. Under the Act, 

company directors are solely responsible for the preparation of the statutory 

accounts and must present them (having been audited by certified auditors) to the 

shareholders at the annual general meeting. 

The Financial Reporting Act, 1 997, established the Financial Reporting Foundation 

(FRF) and the MASB. The MASB is an independent statutory body and its aim is to 

continually improve the quality of external financial reporting in Malaysia and to 

contribute directly to the international development of financial reporting. The 
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primary responsibility of the MASB I is to issue new accounting standards, revise or 

adopt existing accounting standards, issue statements of principles, develop a 

conceptual framework and undertake public consultation in the determination of the 

contents of its pronouncements. 

Section 558 of the Financial Reporting Act 1 997 states that Accounting 

Pronouncements issued by the MASB and the Approved Accounting Standards are 

to be regarded as opinions on best practice in financial reporting in Malaysia. As 

such, with the legislation of the Financial Reporting Act, 1 997, accounting standard 

setting in Malaysia is now the responsibility of the MASB. Refer Table 1 . 1  (see 

Appendix A2) for the status ofIAS, MAS and MASB. 

Tan and Chew ( 1 996) reported that the extent of voluntary disclosure practices 

among Malaysian companies is very low. However, it is expected that the trend 

toward full disclosure-based reporting will grow with the enforcement by the 

regulatory authorities. The Central Bank of Malaysia, for example, issued 

BNM/GP8, which requires full disclosure practices among banks and financial 

institutions. 

I The functions of the Board are set out in Section 7( I) of the Financial Reporting Act 1 997 
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